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Pattern (Structure) of Trade 

 

Question: Do countries' relative factor supplies influence what type of 

goods they export and import? 

 

In the Heckscher-Ohlin (H-O) theory, the answer is "yes."1 

 

The H-O theory depends partly on the definition of "type of good". 

Specifically, it talks in terms of labor-intensive and capital-intensive 

goods. 

 

Defn: A good is capital intensive in our two-good model if the capital-to-

labor ratio used in that industry is always higher than the capital-to-

labor ratio used in the production of the other good at a particular 

factor price ratio.2 

 

Ex: On Figure 1, we check a specific wage/rental (w/r) ratio and find that 

wheat is more K-int than cloth. 
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Slope OD steeper than slope OE. 

So K/L in wheat > K/L in cloth at the w/r represented by AB's slope. 

                                                           
1 Named for two Swedish economists who arrived at this conclusion: Eli Heckscher (1879-1952) and Bertil Ohlin 

(1899-1979). The latter won the 1977 Nobel Prize and was for many years leader of the Liberal Party in Sweden. 
2 If the w/r ratio is the same in both industries, this is equivalent to defining a good as K-int if rK/wL is higher than 

in the other good. Note that rK is the total rental cost of capital; wL is the wage bill. In empirical tests, these value 

measures are sometimes used. But note that in the real world w/r might vary across industries. 
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We can imagine trying all possible w/r ratios and seeing if K/L is always 

greater in wheat. If it always is, then wheat is unambiguously more K-int 

than cloth. At a more pragmatic level, we could look at the actual range of 

w/r in the world and see if wheat always had a greater K/L ratio. If it did, 

we could say that wheat is more K-int in the relevant range. 

 

Figure 2 shows a case where wheat is sometimes more and sometimes less K-int 

than cloth. 
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On Figure 2, there are three possible w/r ratios represented. Line AB 

represents one ratio, lines DE and FG represent another, and lines NP and TS 

represent a third. w/r is highest for NP and TS, lowest for DE and FG, and at 

an intermediate position for AB. At the highest w/r ratio, wheat is more 

K-int than cloth, because OQ is steeper than OR. At the lowest w/r ratio 

shown, cloth is more K-int than wheat, because OJ is steeper than OM. At the 

intermediate point, both industries have the same K/L ratio (slope of OH) so 

that neither one is more K-int or L-int than the other. 

 

Moral: The concepts of capital intensity and labor intensity can be 

ambiguous. If an industry is observed to be more K-int in one 

country than some other industry, it might be the more L-int in 

some other country with a different w/r ratio. 

 

Ex: Rice is harvested in the US using airplane seeding and other 

heavy capital techniques. In Asia the process consists mainly of 

stoop labor. This is to be expected because wage rates are so 

much higher in the US. On the other hand, steel mills use similar 

technology in both areas. Thus, it may be that rice is more K-int 

than steel in the US, but less K-int than steel in Asia. The key 

question is whether rice has more ability to substitute between K 

and L depending on w/r than steel. If it does, then w/r will 

result in a factor-intensity reversal. 

 

Importance: The H-O theory talks about the relative capital and labor 

intensities of industries. This can only have meaning if factor-

intensity reversals of the type shown on Figure 2 do not occur in 

the relevant world range of w/r. 

 

As it turns out empirically, despite the rice example cited above, 

factor-intensity reversals are not a common occurrence. Hence, the 

assumption of no factor-intensity reversals is not a bad one to make. 
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If there are no factor-reversals, then the factor-supplies of the two 

countries in our model can tell us about the general shape of the production 

possibility curve. 

 

Specifically, the country with "a lot" of capital relative to labor will have 

a production possibility curve skewed in the direction of the capital-

intensive good. The country with a lot of labor relative to capital will have 

a production possibility curve skewed toward the labor-intensive good.3 

 

  Figure 3        Figure 4 
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Assume wheat is K-int, cloth is L-int. The US has a higher national K/L ratio 

than the UK. Then you get production possibilities curves such as on Figures 

3 and 4. 

                                                           
3 See Appendix A15 for a numerical example. 
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The hidden assumption behind Figures 3 and 4 is that there is the same 

technology in the two countries. (Note how this is completely different from 

the assumption made early in the one-factor Ricardian case used to illustrate 

comparative advantage). If that assumption were not made, we could not be 

sure of the shapes of the production possibility curves and the H-O theory 

would fall apart. For example, suppose we assumed instead that the capital-

abundant country used its capital very inefficiently relative to the labor-

abundant country. This would reduce the amount of capital-intensive wheat it 

could produce, and could change the nature of its production possibility 

curve, as is shown on Figure 5. 

 

 Figure 5 
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Recap: With two assumptions, the general shape of a country's production 

possibilities curve can be derived from its relative factor 

supplies. 

 

These are: 

1) No factor-intensity reversals in the relevant range of w/r ratios. 

2) Identical technology.* 

 

----------------------------------------------------------------------------- 

*This means that wheat is produced with a given production function in the 

two countries. Some other production function is used for cloth but this one, 

too, is the same in the two countries. Note how different this is from the 

assumption made in the one-factor Ricardian case (labor economy) that was 

used early in the course to demonstrate comparative advantage. 

----------------------------------------------------------------------------- 

 

A third demand-oriented assumption closes the H-O system. Let us assume that 

tastes in the two countries are similar and not "too" biased toward either 

good. We will then find that the country with capital in relative abundance 

(US) exports the capital-intensive good. This, comparative advantage, which 

depended on technology differences in the one-factor cases, turns on factor 

supplies in the H-O model. 

 

H-O restated: A country tends to export those goods which are intensive 

in the factor it has in relative abundance. 

 

Now it should be apparent how H-O assumptions make the model quasi-Ricardian. 

The biased shapes of the production possibilities curves on p. 30.7 look 

almost linear. This results in great specialization in production (but not 

complete specialization as in the Ricardian case). Since specialization is 

not complete, the demand assumption is needed to prevent "perverse" results. 
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Unbiased Similar Tastes (H-O Case) 
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Biased Dissimilar Tastes 

 Each Country loves its own good (H-O fails to work) 
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